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86rH CONGRESS SENATE REerorT
2d Session No. 1616

TRUST AND PARTNERSHIP INCOME TAX REVISION ACT
' OF 1960

JUNE 18, 1960.—Ordered to be printed

Mr. Byro of Virginia, from the Committee on Finance, submitted the
following

REPORT

[To accompany H.R. 9662}

The Committee on Finance, to whom was referred the bill (HL.R.
9662) to make technical revisions in the income tax provisions of the
Internal Revenue Code of 1954 relating to estates, trusts, partners,
and partnerships, and for other purposes, having considered the same,
report favorably thereon with amendments and recommend that the
bill, as amended, do pass.

I. GENERAL STATEMENT

This bill is concerned with the revision of two subchapters of
chapter 1 of the Internal Revenue Code. These are subchapter J,
which deals with the income tax treatment of estates, trusts, and
beneficiaries, and subchapter K, which deals with the income tax
treatment of partners and partnerships. The changes made in the
estate and trust tax provisions appear in title I of this bill and those
made in the partner and partnership provisions in title II.

The work on these subchapters began with advisory groups which
were established by the Committee on Ways and Means in November .
1956, The reports of these advisory groups were the subject of public
hearings by the Iouse Committee on Ways and Means in February
and March of 1959 and the bill, as passed by the House, was the subject
of hearings by your committee in April of this year.

A. ESTATES AND TRUSTS

The House bill, and your committee’s bill, while retaining the basic
structure of present law, makes a number of important substantive
1
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and technical amendments to the income tax provisions relating to
estates, trusts, and beneficiaries. The amendments are concerned
with prevention of tax avoidance, correction of inequities, elimination
of unintended hardships and unintended benefits and the clarification
of existing law. '

1. Principal provisions of House bill

(1) One of the important provisions designed to prevent tax
avoidance is the amendment relating to multiple trusts. Where sepa-
rate trusts, created by the same grantor, accumulate income over a
number of years for the same benefi¢iary, the splitting of the income
among several taxable entities results in taxation at lower rates and
reduces the overall tax burden. To prevent tax avoidance by the use
of such multiple trusts the House bill, in general, taxed distributions
from multiple trusts to the beneficiaries at the time they are received,
to the extent that income has been accumulated in the preceding 10
years. :

(2) The House bill also added provision designed to prevent income
from escaping taxation in the case of the sale, etc., of property subject
to legal life estates or other terminable legal interests. This is ac-
complished by deeming a trust to exist with respect to the gross
income derived from property subject to a terminable legal interest
which is not taxable to the holder of the interest.

(3) Another important change relates to the tier system which
establishes an order of priority for purposes of determining which
distributions to beneficiaries from estates and trusts are deemed to
consist of income. The Ilouse bill establishes a three-tier system
under which all beneficiaries who can receive distributions only out of
income are placed in the first tier, those who can receive distributions
of either income or corpus are placed in the second tier, and those who
can receive distributions only of corpiis are placed in the third tier.

(4) Still another important change relates to the treatment ac-
corded charitable contributions of trusts under existing law. The
bill, in the interest of simplification of the law, treats these contribu-
tions as distribution deductions, rather than as deductions from gross
income as is provided by the present law. -However, to eliminate op-
portunities for tax avoidance, such deductions are taken into account
only to the extent that the distributable net income is not used up by
distributions to taxable beneficiaries falling within the three tiers de-
seribed above.

(5) The House bill revised the rules of present law excludin
from taxation distributions of gifts and bequests of specific sums o
money or of specific property, and, with respect to estates, adds a new
provision which excludes distributions of real property or tangible
personal property (other than money) paid:from corpus of the estate
within 36 months. The bill also extends the application of the sepa-
rate share rule (now applicable only to tfusts) to estates.

2. Principal provisions of your committee’s bill :

(1) Among the more important provisions designed to prevent tax
avoidance is the amendment relating to multiple trusts. Your com-
‘mittee concurs in the need for multiple trust legislation but has
adopted a different approach to the problem from that in the House
bill. In lieu of imposing a tax on the heneficiary at the time of
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distribution, your committee’s bill imposes a tax at the trust level
currently. Under the bill, if a grantor establishes two or more sepa-
Tité inter-vivos or testamentary trusts in which the primary beneficiary
or beneficiaries of the currently accumulated income or taxable income
allocated to corpus are substantially the same, then such income of
the separate trusts will be combined and taxed as if there were only
one trust. ' i

" (2) Another important provision added by your committee is de-
signed to prevent avoidance of U.S. tax by the establishment of foreign
trusts, There was no comparable provision in the House bill. Under
the bill, if a U.S. citizen or resident establishes a foreign trust, distri-
butions received by U.S. beneficiaries from such trusts will be subject
to the operation of the 5-year-throwback rule, without the benefit of
the exceptions to that rule, to the extent that such distributions con-
sist of income from sources without the United States or capital gains
from the sale or exchange of capital assets which are not subject to
tax under section 871.

(3) The House bill added a provision designed to prevent income
from escaping taxation in the case of the sale, etc., of property sub-
ject to legal life estates or other terminable legal interests. Your
committee has deleted this provision from the bill in view of recent
court. decisions which have eliminated the necessity for such a
provision. '

(4) Another important chiange relates to the tier system which estab-
Tishes an order of priority for purposes of determining which distribu- -
tions to beneficiaries from estates and trusts are deemed to.consist of
income. Your committee’s bill retains the basic.House provisions
revising the tier system but makes some clarifying changes,

(5) With respect to charitable distributions the House bill, in the in-
terest of simplification of the law, treated such payments as distribu-
tion deductions, rather than as deductions from gross income as pro-
vided under present law. In addition, the House bill, in effect, placed
the charitable distributions in a fourth tier so that deduetions for such
amounts were taken into account only to the extent that the dis-
tributable net income was not used up by distributions to taxable
beneficiaries falling within the first three tiers. Your committee has
modified the House provisions by placing distributions to charitable
beneficiaries in the third tier along with noncharitable beneficiaries
who can receive distributions only out of corpus, and thus limiting the
fourth tier to amounts which are permanently set aside or to be used
for charitable purposes. . j

 (6) The House bill also révised tHe rules of present law excluding
from taxation distributions of gifts and bequests of specific sums of
money or of specific property, and extended the application of the
separate share rule (now applicable only to trusts) to estates. Your
committee’s bill largely retains the provisions of the House bill but
modifies them to expand the exclusionary provisions to apply to dis-
tributions of certain closely held stock and distributions of amounts
representing statutory awards or allowances for the support of a sur-
viving spouse or dependents. In addition, your committee has added
a new provision which did not appear in the House bill which applies
to estates of decedents where the value of the gross estate is $100,000
or less. The bill, as amended, would exclude from taxation any dis-
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tributions paid from the corpus of such estates within 36 months
following the death of a decedent.

These and other changes made in the estate and trust provisions are
described under heading 1T below.

B, PARTNERS AND PARTNERSHIPS

Both the House and your committee’s bill retain the basic structure
of the present partnmblup provisions. Therefore, the changes in the
partnership provisions made by this bill are largely in the ‘nature of
modifications and perfections of the existing provisions. The changes
in some cases take the form of removing unintended benefits, in other
cases of removing unintended havdsaips, and in still others of clari-
fying the intent of existing law.

1. Principal House provisions

Your committee has retained most of the partnership provisions
contained in the House bill.  The principal House partnership provi-
sions which are retained by vour committec are described immediately
below. These ave followed by a brief summary of the principal
modifications made by your committee.

To reduce the complexity of the partnership provisions in operation,
especially in the case of sinaller, simpler partnerships, the House bill
makes two changes which were accepted by your committee. The
first of these is a rearrangement of the partnership provisions.  Under
the rearrangement the provisions of general application, which the
smaller, simpler partnership is likely to have to use, are placed first
in the luw making it unnecessary in most cases for the members of
these purtnerthps to familiarize themselves with the more technical
provisions which follow. In addition, the bill provides a simplified
reporting procedure which can, at the election of the partnership, be
followed in those cases where most of the partnership’s income (other
than capital gains and losses and dividends) is ordinary income.

Among the more important unintended hardships of the existing
partnership provisions corrected by the House bill and in large part
accepted by your committee is the amendment relating to the time
of the closing of the partuership taxable year with lespoct to a partner
who dies. Under present law this year continues to the normal
ending of the partnership year with the result that the deceased
partner’s successor may lose an opportumty to offset n(rnmst this

artnership income certain expenses incurred by the pzu‘tnm' in his
F\sb year, as well as lose the benefits of income splitting.  The bill
provides that the partnership year is to close for a deceased partner
at the time of his death, although permitting his successor to elect
to continue the vear if he so desires.

The House and your committee’s versions of the bill also substitute
for the present definitions of “unrealized receivables’” and “inventory
items”, which under present law may result in ordinary incoine, a
definition which determines whether an asset is an ordinary income
asset by aseribing to it the same character it would have if the asset
were held (llrcctl\' by an individual. In connection with the revision
of these mdmzu'y income or collapsible partnership provisions, the
two versions of the bill also remove an unintended benefit under
pres sent law wherein ordinary income treatment possibly may be

avoided by borrowing funds and investing them in the partnership
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in a manner which reduces the ordinary income assets below a specified
percentage of the total,

Among other more important changes made by the House bill in
the purtnorqlup provisions and accepted by your committee are those—

(1) providing in the code for the imposition of tax in certain
cases where services are exchanged for an interest in the capital
of a partnership,

(2) refining the rules which apply in the ease of amounts pnid
by a ])m'tnom}up to a retiring partner or lo a deceased partner’s
successor in interest,

(3) clarifying the rules applicable to income in respect of a
decedent,

(4) making more precise the rules applicable in the case of
transfers between related persons where one or more of the per-
sons is & partner or partnership.

(5) providing separate elections for special bases for partner-
ship property in the case of distributions and transfers, and

(6) permitting an clection at the organization lovol rather
than at the level of the individual members, as to whether to
make the partnership provisions inapplicable in the case of
groups set up exclusively for investment or production, ete.,
but not tor sale of property.

The changes made in the partnership provisions are described in
heading 111 below.

2. Your commitice’s amendments

The principal modifications made by your committee in the House
provisions relating to partners and partnerships are as follows:

(1) In section 702 (e), which relates to the election for simplified
reporting for partners, your committee has modified the House
provision to permit (his clection to be made or revoked for
any partnership year at any time before the end of 3 years fol-
lowing the due date for the partnership return.

(2) Your committee has deleted the House provision contained
in section 703(b), relating to the writing ofl of organizational
expenses of a pnrtnmslup over a H-year period.

(3) Your committee in section 741 has added a new subsection
which in general provides that where partners buy the partner-
ship interest of another partner on a pro rata basis this is to be
treated in the same manner as liquidating distributions to which
section 776 applies in the case of retiring or deceased purtners.

4) In scction 751, relating to-the definition of substantially

appreciated section 7)1 assets (i.c., assets resulting m ordinary
income tax treatment) for purposes of collapsible partnerships,
your committee has made the following modifications:

(a) It has provided that the fair market value of section 751
assets to be “‘substantially appreciated’” must exceed 125 percent
of their cost or other basis and must exceed 15 percent of the
value of all other partnership property (with certain exceptions).
This is in lieu of the present tests of 120 percent and 10 percent,
respectively.

(b) It has provided that assets are to be considered as “‘sub-
stantially appreciated’” only if the gain involved amounts to more:
than $1,000, taking into account other comparable gains occurring
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in the 12-month periods immediately before and following the
transaction.

(¢) It has prowded that in applying the percentage tests
referred to above, assets contributed to, bought by, or otherwise
acquired by the purtnership in the 12-month period immediately
before the transaction in question are not to be taken into
account unless there was a bona fide business purpose for the
contribution, purchase, or acquisition of the property by the
purtnershlp

(5) In scetion 764, relating to the closing of a partnershlp vear
for a deceased partner your committee has provided that, for the
successor of & partner who elects to continue the pm‘tnership year
with respect to a deceased partner beyond his date of death, the
partnership year is not to close prior to the normal ending of the
partnership year even though the successor has disposed of part
of the interest in the partnership before that time. T'he partner-
ship year with respect to such an interest will close, however, at
the time of the disposition where all of the inter ost is (11‘3])0‘%(‘(1
of in this interval, in the same manner as provided under the
House bill.

(6) In section 765, relating to sales or mdmngos of property
with respect to controlled partnerships, your committee made two
technical amendments,

(7) Insection 770, relating to an interest in partnership capital
exchanged for services, your committee has modified the House
provision to provide let partners given an interest in partner-
ship capital in exchange for services are not to include in their
taxable income any value of the interest attributable to apprecia-
tion in ordinary income items which subsequently will be reported
when the income is realized by the partnership.

(8) Your committee has modified the House amendment to
section 1014(c), relating to basis of property acquired from a
decedent by providing “that nothing in the amendment is to
prevent an increase in the basis of an interest in a partnership of
o deceased partner attributable to his share of the partnership
income in the portion of the year before his death if this income
remained in the partnership at the time of his death,

II. GENERAL EXPLANATION OF THE PROVISIONS OF

TITLE I

Section 6}1. Imposition of taw (sec. 101 of bill)

(1) Section 641(c). Legal life estates (sec. 101 (a) of bill)

Section 101(a) of the House bill added a new subsection (¢) to sec-

tion 641 to deal with problems arising from the sale, etc., of property
subject to legal life estates or other terminable le(rfxl interests.  Your
committee has been advised that recent court decisions eliminate the
need for such legislation and, therefore, has deleted this provision
from the bill.

(2) Section G41(a)(2). Income collected by o guardian (secc.
101 (a) of bill)

Section 101(b) of the House bill amends sections 641(a) (2) by

striking out the phrase—



TRUST AND PARTNERSHIP INCOME TAX REVISION ACT 7

, and income collected by a guardian of an infant which is
to be held or distributed as the court may direct.

Inasmuch as such income is not presently taxed under subchapter J,
the deletion merely clarifies the law. Your committee’s bill retains
this amendment as section 101 (a) of the bill.

(3) Section 641(c). Multiple trusts (sec. 101(d) of bill)

The bill as amended by your committee adopts a new approach to
the multiple-trust problem, replacing that contained in section 113
of the House bill.

The multiple-trust provisions of the House bill have been criticized
on the grounds that they are unnecessary, or that they are not re-
sponsive to the problem, or that they are unsatisfactory in one or more
particulars. Your committee believes that multiple trusts constitute
an abuse, both present and potential, which requires immediate cor-
rective legislation. However, your committce has adopted an ap-
{)}R:wh which endeavors to meet some of the criticisms of the House
il

The approach adopted by the House was one which, generally
speaking, had the effect of treating trusts as multiple trusts if (1)
the same person contributed property to the trusts, (2) the trusts
coexisted at any time, and (3) the trusts made accumulation distribu-
tions (specially defined for this purpose and called “sec. 669 distribu-
tions”) to the same beneficiary. Once trusts were determined under
these rules to be multiple trusts, any beneficiary receiving section 669
distributions from two or more such trusts would be subjected to a
tax computed under a special 10-year throwback rule on all such
distributions (other than those from the trust from which he first re-
ceived such a distribution, i.e., the “primary trust”).

The multiple-trust problem stems from the fact that tax rates ap-
plicable to income taxable to a trust are graduated rates, as distin-
guished from a flat vate. The problem consists essentially in a division
of trust taxable income for any given taxable year among two or more
trusts. Through such a division tax benefits can be obtained which
are equal to the difference in the tax which would be applicable to one
trust and that payable by the separate trusts among which the income
is divided. Viewed conceptually, the problem can arise only where
a trust has income which is taxable to it, and does not arise, generally
speaking, in years during which the trust has no taxable income (as,
e.g., where the trust is required to or in fact does distribute all its
income currently), or during years in which it does not distribute all
its income currently and has taxable income but. is in effect not taxable
as an entity (as, e.g., where its income is taxable to the grantor under
the so-called “Cliflord” provisions). Moreover, although the prob-
lem may arise even in other contexts, it is generally viewed as
existing principally where the trust taxable income which is divided
among two or more trusts in any given year is attributable to con-
tributions of property by the same settlor and may be payable, or is
in fact paid. to substantially the same heneficiary or beneficiaries.

At the hearings held by your committee, the multiple-trust provi-
sions of the House bill were criticized on several grounds. It was
pointed out that the House bill applies to trusts which are not “mul-
tiple trusts” and imposes a tax which is unrelated to the benefits
obtained through the use of multiple trusts. For example, the pro-
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visions of the proposed section 669 would treat two trusts (which
otherwise qualify) as multiple trusts if they merely co-exist at any
time, even though during the period of co-existence there is no one
taxable year or other period for which the two trusts both have taxable
income. It was also observed that the technique adopted in section 669
for computation of the tax with respect to multiple trust distribu-
tions—namely, a special 10-year throwback rule under which section

- 669 distributions are includible in income of the distributee as if dis-.
tributed at the close of the year from which it is deemed distributed—
may result in a tax which has no relation to the benefits derived.from
the use of multiple trusts and which therefore may be either more or
less than such benefits. In addition, it was noted that the deterrent
effect of section 669 would be considerably reduced by reason of the
“tax-free” buildup which would be permitted. Your committee does
not agree with such results and believes a substitute approach is
needed.

In the provisions of section 641(c), added by section 101(b) of the
bill, your committee has adopted, with certain modifications, the ap-
proach recommended by the Advisory Group on Subchapter J in its
“I'inal Report to the Subcommiittee on Internal Revenue Taxation of
the Iouse Committee on Ways and Means.” Your committee feels
that this approach more effectively meets the problem presented.

The approach adopted in the provisions of the new section 641(¢) is
essentially an “aggregation approach”; that is, one in which desig-

~nated income of separate trusts (regarded as multiple trusts) is re-

-tiired to be aggregated and taxed as if it had occurred in one trust.
Any additional tax resulting from the aggregation is imposed on
and allocated among the several trusts, the income of which is aggre-
gated.  For purposes of determining whether trusts are multiple
trusts and for purposes of effecting the required aggregation, trusts
are classified into two groups—inter vivos trusts and testamentary
trusts. 'The trusts in one such group cannot be combined with trusts
in the other group. In order to prevent the necessity of making an
aggregation with respect to separate trusts in certain cases, there are
provisions which eliminate the aggregation requirement. With re-
spect to inter vivos trusts, the provisions will not apply (1) where the
combined designated incomes of the separate trusts aggregate less than
$2,000, or (2) where the separate trusts do not exceed two in number
and are created not Jess than 96 months apart. 'With respect to testi-
mentary trusts, the provisions will not apply where the designated
incomes of the separate trusts agoregate less than $2,000.

Generally speaking, incomes of separate trusts ave required to be
aggregated only if and to the extent (1) that such incomes for any
year or portion of a year are either “currently accumulated income” or
“taxable income allocable to corpus”; (2) that during such year or
portion of a year the “primary heneficiary or beneficiaries” of such
incomes are “substantially the same’”; (3) that such incomes are con-
sidered to be attributable to trust property which is contributed by
(or is attributable to property contributed by) the same person, and
(4) that such incomes of the separate trusts are attributable to the
same period. o

Only that income which is “currently accumulated income” or “tax-
able income allocable to corpus™ is taken into accotint. The concept
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of “currently accumulated income” has reference to amounts which
are considered to be income under applicable local law. '

The incomes of separate trusts may be taken into account in making
the aggregation only to the extent that during any year (or portion
of a year) the “primary beneficiary or beneficiaries” of currently ac-
cumulated income or taxable income allocable to corpus are “substan-
tially the same.” The term “primary beneficiary or beneficiaries” is
defined by section 641(c)(4)(C) to mean the beneficiary or bene-
ficiaries to whom the accunulated income or taxable income allocated
to corpus “would first be distributed” where there is an order of suc-
cession with respect to such income or taxable income. Kor purposes
of determining the identity of the beneficiary or beneficiaries to whom
such income ‘“would first be distributed,” it 1s intended that the deter-
mination be made as of the close of the year or portion of a year to
which the income is attributable. For purposes of making this same
determination, the phrase “beneficiary or beneficiaries to whom income
would first be distributed” has reference to the person or persons (de-
termined as of the time specified in the preceding sentence) to whom
such income would first be distributed in the event that distribution
of such income were made at the time or times at which, under the
terms of the governing instrument or applicable local law, such dis-
tribution is first to be made. Since the making of a distribution, and
the time for making it, to any particular person will commonly de-
pend on the occurrence or failure of occurrence of one or more events
or contingencies, the determination at any time of the identity of the
primary beneficiary or beneficiaries will necessarily have to be made by
appropriate reference to external circumstances, The estate of the
holder of a testamentary general power of appointment is treated as
the primary beneficiary of “taxable income allocated to corpus.” This
will limit the application of section 641(¢) to the common cases in
which the surviving spouse is the beneficiary of such taxable income
of both a marital deduction trust and of a family trust. Generally
speaking, the possible appointees under a power of appointment other
than a testamentary general power shall be considered to be the pri-
mary beneficiaries of currently accumulated income or taxable income
allocated to corpus subject to such power,

The incomes of separate trusts may be taken into account in mak-
ing the aggregation only to the extent considered to be attributable to
trust property contributed by the same settlor. Thus, if all the prop-
erty of two trusts has been contributed by only one person, all the in-
come of both the trusts may be taken into account, even though the
property to which the income is attributable is not the property origi-
nally contributed by the settlor but. is property which, in the course
of investment, reinvestment and administration of trust assets, has
been substituted for or added to the property originally acquired. If,
on the other hand, the property of two trusts has been contributed by
two or more persons, only that portion of the income of each of the
trusts which 1s atiributable to property contributed hy a person (or
persons) who contributed to both trusts may be taken into account in
making the aggregation.  Whether income 1s attributable to property
contributed by a particular grantor is a question of fact to be deter-
mined from all facts and circumstances.  Where it can be established
that_income of a trust is attributable to property contributed by a
particular grantor,-income of the trust will, of course, to that extent
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be regarded as income attributable to property contributed by that
particular grantor. In the absence of evidence to the contrary, in-
come of a trust to which two or more grantors contributed property
will be regarded as attributable proportionately to the property at-
tributable to each of the grantors.

In the event.that an aggregation is required under section 641(c),
the method for computing the total tax payable by the separate trusts
(in order to determine the tax resulting from the application of sec-
tion 641(c)) and for allocating and assessing it among the several
trusts, is to be prescribed by regulations. The method to be prescribed
for computing the tax is, of course, subject to the general rule pre-
scribed by the statute to the effect that the total tax payable by the
separate trusts with respect to the income which is required to be
aggregated shall be computed as though the separate trusts were one
trust with res?ect to such income. Although it is “currently accumu-
lated income,” as determined under applicable local law, which is to
be taken into account in determining whether an aggregation is to be
made and for purposes of making:the required aggregation, only that

ortion thereof wﬁich is reflected in taxable income is subject to tax.

hus, if all the currently accumulated income happens to be exempt
from tax for Federal income tax purposes, when it is aggregated none
of it would be reflected in taxable income and none of it would be
subject to tax. ' T

Paragraph (3) of section 641(c) provides a flat 25-percent rate
with respect to long-term capital gains which are included in the in-
come upon which a tax is computed under section 641 (¢) (1) or (2).

Section 641(c) (6) of your committee’s bill broadens the disclosure

~of information provisions-contained in paragraph (5) of the Housg
bill. It provides that the Secretary or his delegate may require the
grantor of two or more trusts, or his personal representative, or the
trustee of any trust, to furnish such information with respect to such
trust as reasonably appears to the Secrvetary or his delegate necessary
to carry out the purposes of section 641(¢). The provision also per-
mits the Secretary or his delegate to furnish to the fiduciary of a trust
information obtained with respect to another trust whose income may
enter into the computation of tax under section 641 (e).

Section 102(¢) of your committee’s bill amends section 642(d)
to deny the net operating loss carryback to multiple trusts. The
amendment denies the carryback only with respect to a year for which
the provisions of section 641(c) (1) or (2) apply.

Section 119 (h) and (1) of your committee’s hill amends section
6501 to provide a 6-year statute of limitations with respect to the
assessment or refund of taxes to the extent such tax is attributable
to currently accumulated income or taxable income allocated to corpus
which is required to be combined under section 641(c) (1) or (2).

Section C}2. Special rules for c»red'its and deductions (see. 102 of bill)
(1) 8560 dividend exclusion (sec. 642(a)(3))
Section 116(a) excludes fromn gross income certain dividends re-
ceived by an individual to the extent that the dividends do not, exceed
$50. Where an estate or trust receives dividends which qualify for

the exclusion but distributes a part of such dividends to a beneficiary
during the taxable year, present regulations require that a ratable
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part of the $50 dividend exclusion be denied to the estate or trust.
For example, if an estate or trust receives $1,000 in qualifying divi-
dends of which it distributes $500 to beneficiaries, the estate or trust
is entitled to exclude only $25 of the undistributed dividends.

Section 102(a) of the House bill amends section 642(a)(3) to
allow a trust or estate the full $50 dividend exclusion under section
116(a) if the fiduciary retains undistributed dividends qualifying
under section 116(a) in that amount. Your committee concurs in
the amendment, made in the House bill but has clarified the language
thereof. Under the House bill; and your committee’s bill, the prora-
tion requirement of present law with respect to dividends which do
not qualify under section 116(a) (for example, foreign dividends) is
retained. '

Y (2) Deduction for charitable contributions (sec. 642(c))

. Under present section 642(c), an estate or trust is allowed an
unlimited deduction against its gross income for any amount of gross
iricome which is paid or permanently set aside for a charitable purpose
specified in section 170 (c) or used exclusively for religious, charitable,
scientific, literary, or educational purposes, or for the prevention of
cruelty to animals, or for the establishment, acquisition, maintenance,
or operation of a public cemetery not operated for profit. As inter-
preted by the courts (Old Colony Trust v. Com., 301 U.S. 379 (1937)),
the deduction is allowed for charvitable distributions from undis-
tributed gross income of prior years, as well as from gross income of
the current year. Thus, the charitable deduction requires tracing to
determine whether the amount. distributed to charity was an item of
gross income of the current or a prior year.

Moreover, because a distribution to a chavitable beneficiary is

treated as a deduction from gross income under section 642(c), where-
as a distribution to a noncharitable beneficiary is allowed as a de-
duction with respect to distributable net income under sections 651
and 661, a-number of complicating adjustments are required. Where
an estate or trust has both charitable and noncharitable beneficiaries,
the statute requires separate computations in preparing the income
tax return. Also, in allocating the items of income included in dis-
tributions to charitable and noncharitable beneficiaries, the same item
of income is allocated in two diffierent ways. This requires other
complex adjustments and may produce artificial results.
. In order to simplify the law and to eliminate the necessity for
numerous complicating adjustments, and to simplify the adminis-
tration of trusts and estates, your committee proposes to treat chari-
table distributions by trusts and estates as distribution deductions un-
der section 661. Section 102(b) of your committee’s bill, like the
House bill, is the first of a series of amendments required to accomplish
this result. It amends section 642(¢) to deny a deduction for chari-
table contributions, except to the extent provided in section 661.
Such a disallowance is necessary to prevent a double deduction.

Further amendments necessary to carry out the proposed change
are contained in other sections of the bill. Conforming amendments
made to sections of the code outside of subchapter J arve contained in
section 119 of the bill.
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(8) Net operating loss deduction (sec. 642(d))

Section 102(c) of your committee’s bill amends section 642(d)
to deny a net operating loss carryback to a trust with respect to a year
to which section 641(c) (1) or (2) (relating to multiple trusts)
applies.

(4) Deduction for depreciation and depletion (sec. 642(e))

Section 102(d) of your committee’s bill, like the House bill, amends:.
section 642(e) by striking the word “allowable” and inserting in lieu
thereof “apportioned.” The amendment makes it clear that a portion
of any depreciation or depletion allowances to which a trust or estate
is entitled should be allocated to charitable as well as noncharitable
beneficiaries. This is intended to be declaratory of existing law.

(0) Unused loss carryovers and excess deductions (sec. 642(h))

Upon the final termination of an estate or trust, section 642(h) of
present law permits the beneficiaries who succeed to the property
to deduct a proportionate share of any unused net operating loss carry-
over, unused capital loss carryforward, or other excess deductions of
the estate or trust. A :

Since the provision applies only to final terminations, none of the
specified items of deduction are available to a beneficiary where there
is a termination of such beneficiary’s entire interest in the estate or
trust. Section 102(e) of your committee’s bill, like the House bill,
makes section 642 (h) applicable on the termination of a single bene-
ficiary’s entire interest in an estate or trust having more than one
beneficiary where such interest constitutes a separate share. The
amendment provides that separate and independent shares of bene-
ficiaries in a trust or estate, as determined pursuant to section 663(c),
shall be treated as separate trusts or estates. The continuing trust
cannot deduct that portion of the excess deductions and unused loss
carryovers allocated to such a beneficiary.

(6) Deduction for estate tax on income in respect of a decedent
(sec. 642(2))

Section 102(f) of your committee’s bill, like the House bill, amends
section 642 by adding a new subsection (i) to allow an estate or trust
a deduction for estate tax paid on income in respect of a decedent which
is properly attributable to the estate or trust. The balance of the
deduction would be allowable to the beneficiaries to whom the remain-
ing income in respect of a decedent is allocable. This is intended to be
declaratory of existing law.

Section 643, Definitions (sec. 103 of bill)

(1) Deduction for personal ewemption and for estate tax (sec.
643 (a) (%))

Since section 642(1) allows the deduction under section 691(c) for
the estate tax attributable to the income in respect of a decedent re-
ceived by an estate or trust, a double benefit would result if such
deduction were allowed also to reduce distributable net income. There-
fore, section 103(a) of your committee’s bill, like the House bill,
amends section 643 (a) (2) to deny the deduction under section 691(c)
for estate tax on income in respect of a decedent for purposes of com-
puting distributable net income. This is intended to be declaratory
of existing law. '
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(2) Capital gains and corpus items of deduction (seo. 643
() (9))

Under present law capital gains are included in distributable net in-
come and are taxable to the beneficiaries only to the extent they are
aid, credited. or required to be distributed during the taxable year.
? f capital gains are allocated to corpus and are not paid, credited, or
distributed to any beneficiary or permanently set aside for charitable
purposes, they are excluded from distributable net income. However,
1t is not clear whether a distributjon of corpus will be deemed to include

a portion of capital gains realized during the same taxable year,
The amendment of section 643(a) (3) (A) made by section 103 (b)
of your committee’s bill, like the House bill, is a conforming amend-
ment required to carry out the proposed treatment of charitable bene-
ficiaries. It deletes the reference to section 642(¢c) but retains the
effect of present law by providing that capital gains which are perma-
nently set aside or used for specified charitable purposes shall not be
excluded from distributable net income. Your committee’s bill amends
section 103 (b) of the House bill to make it clear that capital losses are
excluded in computing distributable net income except to the extent
that such losses are utilized in determining the amount of capital gains
which are (1) paid, credited or required to be distributed, or (2)

permanently set aside or to be used for charitable purposes.

Section 103(b) of your committee’s bill, like the FHouse bill, also
amends section 643 (a) (3) by adding a new subparagraph (13) which
provides that capital gains shall not be considered paid, eredited, or
required to be distributed (and therefore will be excluded from dis-
tributable net income) unless at least one of the following require-
ments is met: (1) they are required to be distributed currently under
the governing instrument or local law; (2) they are not requived to be
distributed currently, but the books of the fiduciary or notice to the
beneficiary shows an intention to pay or credit such amounts to the
beneficiary during the taxable year; (3) the fiduciary follows the
regular practice of distributing all capital gains; (4) the capital
gains are received in the year of termination of the estate or trust,
or (5) the capital gains are received in the year of termination of an
entire separate share of an estate or trust. Your committee believes
that the amendment will clarify present law by establishing rules for
determining when a distribution of corpus will be deemed to include

a portion of the capital gains realized during the taxable year.
Under present law all deductible charges against an estate or trust,
whether paid from income or from corpus, are allowed as deductions
in computing distributable net income, so that the primary benefit
of the deductions inures to the income beneficiaries, Only to the ex-
tent that such deductions exceed distributable net income are they
allowed to offset corpus income taxable to the trust. IHence, even
where the deductions are properly chargeable against corpus and |
borne by the remaindermen, they are allowed first to benefit the in-
come beneficiaries and thus, in many instances the remaindermen are
improperly deprived of tax deductions.  Your committee believes that
the benefit of corpus deductions should not be shifted to the inconie
beneficiaries where gross income remains taxable to the estate or trust.
Therefore, your committee’s bill, like the IHouse hill, adds subpara-
graph (C) to section 643 (a) (3) to provide that corpus deductions shall

56707 60——2 :
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first be applied against income which is allocable to corpus and taxable
to the trust or esfate. This amendment allows the benefit of corpus
deductions first to the corpus beneficiaries who ultimately bear the tax
burden. Only the excess of corpus deductions which the trust cannot
use to offset corpus income are permitted to reduce distributable net in-
comse for the benefit of the income beneficiaries. The amendment will
continue the policy of present law to avoid wastage of deductions and,
at the same time, will result in more equitable treatment of the remain-
dermen with respect to deductions chargeable against corpus. Clause
(i1) of section 643 (a) (3) (C), which is added by section 103(b) of the
House bill, has-been amended by your committee to exclude distribu-
tion deductions allowed by section 643(a)(1) in determining the
amount, of corpus deductions which are excluded in the determination
of distributable net income. It should be noted, however, if the al-
ternative method under section 1201 is used in computing the tax on
capital gains, the corpus deductions otherwise available are not per-
mitted to reduce distributable net income for the benefit of the income
beneficiaries,
(3) Foreign income (scc.643(a) (6))
~ In the case of a foreign trust section 643 (a) (6) provides that dis-
tributable net income shall include amounts of gross income derived
from sources outside the United States. Section 103(¢) of ihe bill
amends section 643 (a) (6) to make it applicable to a “foreign estate”
as well as a foreign trust.
(4) Conforming amendment (sec.643(a))

Section 103(d) of yvour committee’s bill amends section 643(a) by
N J
striking out t'  last two sentences. T'his amendment eliminates the

references to section 642(¢) (relating to charitable, ete., (,le(hu?tions)E

-~

and conforms the law to your committee’s proposed treatment o
charitable contributions as distribution deductions.
(5) Definition of income (sec. 643(d))

Section 103 (e) of the bill adds capital gains to the items which are
not, to be considered income (under section 643(b)) when under the
terms of the governing instrument and applicable local law they are
properly allocable to corpus. This change merely clarifies present law.

(6) COlerical amendment (sec. 643(c))
Section 103 (f) of your committee’s bill makes a clerical amendment.

(7) Definition of charitable beneficiary (sec. 643(d))

Section 103(g) of the House bill amended section 648 of existing
law by adding a new subsection (d) defining “charitable beneficiary”
for purposes of part 1 of subchapter J. The term “charitable bene-
ficiary” is there defined to mean any beneficiary to or for the use of
which a contribution by an individual would be a “charitable contribu-
tion” under section 170(c) (without regard to the percentage limita-
tions described in section 170(b)). 'This proposed definition of
“charitable beneficiary,” in combination with the deduction for
amounts paid or permanently set aside for a “charitable beneficiary”
allowable under section 661 (a) (4) as proposed to be amended by sec-
tion 106 (a) of the House bill, created the possibility of an unintended
change in the present law relating to permissible “charitable bene-
ficiaries” of trusts and estates. At the present time section 642(c)
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permits a deduction for amounts of gross income paid or permanently
set aside for “a purpose specified in section 170(¢).” There is no re-
quirement that the beneficiary be a beneficiary to or for the use of
which a contribution by an individual would be a charitable contribu-
tion under section 170(c). The restricted definition of “charitable
beneficiary” in the House bill would not, for example, adequately
cover a charitable trust which uses its income directly for charitable
purposes but does not funnel it through an organization.

To avoid the possibility of such an unintended change in present
law, your committee has deleted from the House bill the proposed defi-
nition of “charitable beneficiary” and has amended section 661(a) (4),
as proposed to be amended by section 106(a) of the House bill, to
delete the reference to a “charitable beneficiary (as defined in section
643(d) )" and substituted instead a reference to a “purpose ‘described
in section 170(c).” In addition, your committee has made a con-
forming amendment to section 651(a) (3), as proposed to be amended
by section 104 of the House bill so as to change the reference to “chari-
table beneficiaries” to “charitable purposes.” ' |

Section 651, Deduction for trusts distributing cwrrent income only
(see. 10} of bill)

(1) Deduction (sec.651(a)) A
Section 104 of your committee’s bill amends section 651(a) to con-
form it to proposed changes in the treatment of charitable contri-
butions.

(2) Limitation on deduction (sec. 651(0))

Section 651(b) of present law limits the deduction allowable to a
trust under section 651(a) to the lesser of the “income required to be
distributed currently” or the “distributable net income.” For this
purpose, distributable net income is reduced by tax-exempt items not
imcluded in gross income, but the statute does not specifically provide
that “income required to be distributed currently” shall be reduced by
exempt items of income.

Section 104 of the House bill amended section 651 (b) to make
1t clear that the computation of both “distributable net income” and
“income required to be distributed currently” must be reduced by all
items of income which are not included in the gross income of the
trust. for purposes of determining the amount of the distribution de-
duction under section 651. The House amendment also made it clear
that the character of such items was to be determined by reference to
the rules in section 652 (b).

Your committee concurs in the objective of the House amendment
but it has been pointed out to the committee that the limitation may
not apply where the amount of the taxable income and the amount of
the tax-exempt income of a trust are identical. In order to make clear
the results intended, your committee’s amendment adopts the limita-
tion language used in section 661 (c).

Section 652. Inclusion of amounts in gross income of beneficiaries
(sec. 1045 of bll)
(1) Character of amounts (sec.6562(b))

Section 105(a) of your committee’s bill, like the House bill, is a
technical amendment. to section 652(b) which is intended to be de-
claratory of existing law.
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(2) Different tazable years (sec. 652(c))

Section 652(c) provides that if the taxable year of the beneficiary
is different from that of the trust, the amount of gross income taxable
to the beneficiary is based on the income of the trust for the year or
years of the trust ending within or with the beneficiary’s taxable year.
The language of existing law is not explicit where, for example,
because of the death of the beneficiary, there is no taxable year of the
trust ending with or within the beneficiary’s last taxable year.

Section 105(b) of the House bill amended section 652(c) to make
clear the amount of income of a trust which is includible in the final
return of a beneficiary. It provided that there shall be included in
the final return of a beneficiary who dies during the taxable year of
the trust or estate, such beneficiary’s share of income of the estate
or trust up to the time of his death, reduced by expenses properly
charged against such share of income, whether paid before or after
the date of death of the beneficiary. ‘

Under the House bill “bunching” of income might result from the
application of both paragraphs (1) and (2) of section 652(c), as
proposed to be amended by the House bill, to a beneficiary in certain
cases, by requiring the inclusion in the final return of the beneficiary of
as much as 23 months of income of the trust or estate. In order to
alleviate the tax effects of such “bunching” of income in one taxable
year of the beneficiary, your committee has adopted an amendment
providing that if amounts are includible in the beneficiary’s return bly;
reason of both subparagraph () and subparagraph (B) of paragrap
(1) of section 652(c) (corresponding to pars. (1) and (2) of sec.
652(c) as proposed to be amended by the House bill), the tax attribu-
table to the amount includible by reason of subparagraph (B) of
paragraph (1) shall not be greater than the aggregate of the taxes at-
tributable to such amount had that amount been includible in the gross
income of such beneficiary ratably in the taxable year in which the
heneficiary’s death or other termination of existence occurs, and the 2
preceding taxable years.

Your committee’s amendment thus imposes a ceiling on the amount
of taxes attributable to the amount includible by reason of subpara-
graph (B) of paragraph (1), where amounts are includible in the
gross income of the beneficiary by reason of both subparagraphs (A)
and (B) of paragraph (1).

Section 661. Deduction for estates and trusts accwmulating income or
distributing corpus (sec. 106 of bill)

(1) Deduction for estates and trusts (sec.661(a))

Under your committee’s bill, as under the House bill, the deduction
for charitable contributions from gross income under section 642 (c)
is denied (see discussion under sec. 102(b) ), and in order to effectuate
{he proposed treatment of charitable contributions, it is necessary to
amend section 661 (a) to provide for the allowance of the deduction
to an estate or trust. :

Section 106 (a) of the House bill amended section 661(a) to allow
a deduction to an estate or trust for any amounts paid or permanently
set, aside for a “charitable beneficiary” (as defined in sec, 643(d))
or to be used for certain specified purposes. The House bill permitted
a deduction for such amounts whether such amounts were from gross
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o ‘ ‘
income or from corpus. The aggregate deduction allowed under
the House bill for amounts distributed to all beneficiaries, charitable
and noncharitable, and amounts permanently set aside, or to be used
for charitable purposes was limited to the amount of distributable net
income of the estate or trust. Further, the charitable deduction under
section 661(a) (4) of the House bill could not exceed an amount equal
to the distributable net income of the estate or trust for the taxable
year, reduced by the amounts specified in paragraphs (1), (2), and
(3) of section 661(a) (relating to amounts distributed to noncharita-
ble beneficiaries). ‘ :

Your committee has amended section 661(a), as it appears in the
House bil], in a number of respects. Section 661(a)(3) is amended
to include therein all amounts properly paid for one or more purposes
described in section 170(¢). The latter amounts are described in sec-
tion 661(a) (3) (B) of your committee’s bill. Section 661(a) (3) of
the House bill becomes section 661(a) (3) (A) of your committee’s bill.
This change also conforms section 661(a) (3) of your committee’s bill
to section 662(a) (3) of your committee’s bill for the reasons set forth
in the discussion under section 662,

For the reasons set forth in the discussion relating to your commit-
tee’s deletion of section 643(d) (adding a definition of “charitable
beneficiary™), as proposed to be added by the House bill, your com-
committee has de{eted the reference to “charitable beneficiary” in sec-
tion 661(a) (4) of the House bhill and substituted instead a reference
to “one or more of the purposes described in section 170(c).”

In addition, your committee has limited section 661(a) (4), as pro-
posed by the House bill, to amounts permanently set aside for one or
more of the purposes described in section 170(¢) or fo be used ex-
clusively for religious, charitable, scientific, ete., purposes. Further,
under your committee’s amendment to section 661(a)(4), only
amounts of gross income for the tauxable year which, pursnant to the
terms of the governing instrument, are permanently set aside or to
be used for the deseribed purposes will qualify for the deduction un-
der section 661(a)(4). This is in contrast to section 661(a) (4) as
proposed by the House hill under which any amount which, pursnant
to the terms of the governing instrument, would qualify under section
661(a) (4) (provided the other conditions were met) whether the
amount. was set aside out. of gross income for the taxable year, gross
income of prior taxable years, or from corpus.

Other amendments made by section 106(a) of your committee’s
bill conform the provisions of section 661(a) to the changes made by
vour committee’s bill in the tier system in (}'(}9( a).

(2) Character of amounts (sec.661(D))

The amendment made by section 106(b) oflyour commiitee’s bill,
like the House bill, conforms section 661(b) to the change in treat-
ment of charitable beneficiaries. :

Section 662. Inclusion of amounts in gross income of beneflciaries o
trusts accumulating income or distributing corpus (sec. 107 of bill
(1) Inclusion by the beneficiary (sec. 662(a))
Under present law, in general, amounts distributed hy an estate or

trust (whether current income, accumulated income, or corpus) are in-
cludible in the gross income of the racipients to the extent of distribut-
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able net income, Where there is more than one beneficiary receivin
distribution, it is necessary to determine the order of priority in whic
distributions to beneficiaries shall be deemed to consist of income
distributed by the trust. This is accomplished by a mechan-
ical device known as the “tier systemn” and section 662 of present
law established a “two-tier” system for this purpose. In general, the
distributable net income of the trust or estate is deemed to be paid
first to those beneficiaries receiving income required to be distributed
currently (first tier), and then, as to any remaining distributable net
income, to all other beneficiaries (second tier). Thus, bheneficiaries
receiving discretionary distributions of income are placed in the same
class or tier with those beneficiaries receiving distributions from
corpus for purposes of allocating trust or estate income. As a conse-
quence, if distributions to required income beneficiaries (tier one) do
not use up the full amoun. of distributable net income, a beneficiary
who can receive distributions only out of corpus is taxed on a pro rata
share of the distributable net income (along with a beneficiary receiv-
ing discretionary payments out of income) even if the distributable
net income was in fact only sufficient to satisfy the distributions to
the income beneficiaries.

Since charitable distributions under present law are allowed as a
deduction from gross income under section 642(c), such distributions
are excluded from the tier system established in section 662. Under
existing section 662 (a) (1) (relating to first tier beneficiaries) distrib-
utable net income is computed without regard to the charitable deduc-
tion, whereas under section 662(a)(2) (relating to second tier bene-
ficiaries) -distributable net income retains the definition set forth in
section 643 (a), which takes the charitable deduction into account, in
arriving at distributable net income. Hence, any distributable net
income remaining after an allocation is made to the first tier benefici-
aries is allocated to the charitable deduction before being allocated to
beneficiaries coming within the second tier. Thus, under present law
in theé case of a trust which requires the current income to be paid to
charity, and an equal amount of corpus {o be paid to Y, Y is not taxed
on the amount he receives.

Under the House bill a three-tier system of allocation was adopted
under which the distributable net income of an estate or trust was
taxed to beneficiaries in the following order of priority :

I'irst tier—DBeneficiaries recelving mandatory or discretionary
distributions which conld be paid only from current income:

Second  tier.—Beneficiaries entitled to receive discretionary
distributions which may be paid-out of either eurrent income or
corpus (including accumulated income:of prior years) ; and

T'hird tier—DBeneficiaries entitled to receive distributions only
out. of corpus (including accumulated income of prior years).

The ITouse bill provided a special rule with respect to the treatment
of charitable contributions and charitable heneficiaries. Tor reasons
of simplification and to preclude the possibility of tax avoidance,
charitable distributions were placal in the eqrivalert of a fonsth tier.
This was accomplished by section 107(a) of the ITouse bill which
established an order of priority for allocating the distributable net
income of the trust or estate fo beneficiaries, other than charitable
beneficiaries. The result was that noncharitable beneficiaries were
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required to include in their income all amounts distributed, to the
extent of distributable net income of the trust or estate, unreduced
by any distributions to charity, - |

Your committee has made a numl er of modifications in section 662
as proposed to be amended by the House b'gﬂ. In the House bill it
appeared that the identity of the beneficiary tather than the character
or source of a particular payment, as between income and corpus, to
the beneficiary, may have been determinative of the applicable tier
for such payment. Instead of letting the character or source of the
payment determine the appropriate tier for the payment, the language
of the House bill could be construed to shift to the identity of the bene-
ficiary and made the identity of the beneficiary determinative of the
applicable tier. As a result, it was diflicult to apply the section, for
example, to a particular discretionary payment which could come only
from income where the same beneficiary was also the recipient of
another discretionary payment which came from corpus.

Your committee makes it clear that it is the character or source
of payment as between income and corpus, rather than the identity of
the beneficiary, that is determinative of the applicable tier of the
particular payment. To accomplish this, your committee has changed
the words in section 661(a) (1), as proposed to be amended by the
House bill, reading “to a beneficiary to whom no amount may be paid
or credited during the taxable year except from income for the taxable
year” to read “to a beneficiary only out of income for the taxable
year.” To accomplish its objective in section 662(a) (2), it changed
the words “to a beneficiary to whom amounts may be paid or credited
during the taxable year out of income for the taxable year or out of
corpus (including accumulated income of prior taxable years)” to read
“to a beneficiary either out of the income for the taxable vear or
out of corpus (including accumulated income of prior taxable years).”
These changes make it clear that a beneficiary may be in tier 1 with
respect to one payment, in tier 2 with respect to another payment, and
in tier 3 with respect to a third payment.

In addition your committee has amended section 662(a) (1), as
proposed to be amended by the Iouse bill, to make the term “paid or
credited” read “properly paid or credited” to conform to the term in
section 662(a) (3) of such bill and to existing law. Tt also made a
similar change in section 662(a) (2), as proposed to be amended by
the House bill.

Tier 2 (sec. 661(a) (2)) of the House bill was limited to diseretion-
ary payments which could be made out of either income or corpus (in-
cluding accumulated income of prior years). Under your committee’s
amendment, mandatory payments of the same character will also be
in tier 2. Under your committee’s amendment, tier 2 will embrace
any amount (other than amounts paid, set aside for or to be used
for charitable purposes) properly paid or credited (whether the
amounts paid or crediled were paid or credited pursuant to a man-
datory requirement to do so, or to the exercise of a discretion in
the fiduciary to do so) or required to be distributed to a beneficiary
in the exercise of a discretion by the fiduciary to pay, credit or
distribute such amount to a beneficiary either out of income for the
taxable year or out of corpus (inchiding accumulated income of prior
taxable years). Ilence, under your committee’s hill, tier 2 will in-
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clude a payment of an amount which is required to be made by a
fiduciary to a beneficiary, where the source of the payment may be,
in the discretion of the fiduciary, either income or corpus (including
accumulated income of prior taxable years) of the trust.

Under the House bill, noncharitable beneficiaries were required to
include in their income all amounts distributed to the extent of the
distributable net income of the trust or estate, unreduced by any
distribution to charity. Under the House bill, where a trust instru-
ment provided that all of its income was to be currently distributed to
a charity, and an equal amount of corpus was to be paid to an indi-
vidual beneficiary, the individual beneficiary would \)e taxed on the
entire distribution to him up to the extent of the distributable net
income. Your committee beliieves that payments actually and prop-
erly made (whether from income or corpus, including accumulated
income of prior years) for one or more of the purposes described in
section 170(c), as distinguished from those amounts permanently set
aside for such purposes or to be used for charitable, etc., purposes,
should fall in tier 3 (secs. 661(a)(3) and 662(a)(3)) along with
all other amounts properly paid or credited or required to be dis-
tributed to a noncharitable beneficiary during the taxable year. Inthe
exaniple given above, under the House bill the individual beneficiary
would be taxed on the entire distribution to him up to the extent of
the distributable net income of the trust. Tnder your committee’s
amendment, the individual beneficiary in that example would be taxed
on only one-half of the distributable net income since the individual
beneficiary received only half of the total amounts distributed and
described in tier 3 (and no other distributions were made to anyone
other than that of an equal amount made to charity).. The other
one-half of the amount distributed and described in tier 3 was paid
for one or more of the purposes described in section 170 (c).

Where a grantor establishes a short-term charitable trust meeting
the requirements of section 674(Dh), the separate share rule as applied
to successive interests (regulations sec. 1.663(c)-3(e)) prevents the
income of the trust for the year of termination from bheing taxed
to the grantor under the tier system. And when the corpus reverts
to the grantor after the termination of such a trust, the grantor is
not taxed on the corpus at the time of such reversion. “

(2) Character of amounts (sec.662(b))

Section 107(b) of the ITouse bill and your committee’s bill amends
section 662(b) to conform the character rules with the amendments
changing the treatment of distributions to charitable beneficiaries.

(3) Different taxable years (sec. 662(c))

Section 107(c) of the House bill amended section 662(c) to make
clear the amount of income of an estate or complex trust which is
includible in the final return of a beneficiary. TIn order to alleviate
the tax effects of such “bunching” of as much as 23 months of income,
that may ocenr in certain cases under the House bill, your committee
has adopted an amendment to section 662(c) substantially the same
as your committee’s amendment to section 652(c). See the discussion
of the latter amendment in connection with section 105(b) of the bill.
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Section 663. Special rules’ applicable to sections 651, 662, 661, and 662
(sec. 108 of bill)
(1) Exclusions (sec. 683(a))

(i) Gifts, bequests, etc., of spedific sums of money or of specific prop-
erty.—Under section 663(a)(1) o6f present law gifts or bequests of a
specific sum of money (other than those which can be paid only out
of income) or of specific property which, under the terms of the
governing instrument, are paid all at once or in not more than three
installments (regardless of when paid) are excluded from amounts
falling within sections 661 (a) or 662(a). Thus, the estate or trust does
not get a deduction under section 661 (a) for payment of such specific
gifts or bequests of corpus, and the distribution is not taxable to the
recipient under section 662(a). .

Section 108(a)(1) of the House bill amended section 663(a)(1) to
eliminate inter vivos trusts from the provisions of section 663(a)(1),
except for those whicl, immediately before the grantor’s death, were
revocable by the grantor acting alone. Your committee’s amend-
ment eliminates all inter vivos trusts and makes the provisions of
section 663(a)(1) applicable only to estates and testamentary trusts.
Your committee believes that the exclusions provided by section
663(a)(1) of present law are extremely broad and are subject to pos-
sible abuse and believes that the scope of these exclusions should be
narrowed. Although the House bill narrows the scope of the pro-
visions, the bill as amended by your committee would further limit
the scope of the exclusions by making the provisions of section
663 (a)(1) applicable only to estates and testamentary trusts. The
bill retains the exclusion for lump-sum gifts or bequests which are
paid all at once, but expands the concept to permit payment in any
one taxable year.

The bill also amends the “three installment rule’” of present law to
permit, in general, an exclusion for gifts and bequests in any number
~ of installments, provided they are paid before the close of the 36th
calendar month which begins after the date of death of the decedent.
This latter exclusion is not applicable if a gift or bequest is required,
under the terms of the governing instrument, to be paid or distributed
in i'nztullmcnts in whole or in part after the close of such 36-month
period.

(i1) Other gifts, bequests, etc.—It has come to the attention of your
committee that the present exclusionary provision in scction 663(a)
often results in inequities, particularly with respect to corpus dis-
tributions by estates. Kor example, distributions of corpus to
residuary legatecs, payments solely out of corpus to will contestants,
and payments out of corpus to widows pursuant to local law may not
be excluded by present law.  As a result, distributions to beneficiaries
from the residue of an estate sometimes result in a beneficiary being
taxed with a disproportionate share of income.

Section 108(a)(1) of the House bill and your committee’s bill adds
a new paragraph (2) to section 663(a) which, in conjunction with
the amendment to section 663(c¢) (relating to the separate share rule),
~is designed to remove such inequities arising under present law,  The

amendment adopts a “distributions in kin(}’[”’ approach to permil ex-
clusions for distributions from an estate of real property or tangible
personal property owned by the decedent at the dote of his death,
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which are properly paid in satisfaction of a bequest, share, award, or
allowance from the corpus of a decedent’s estate before -the close of
the 36th calendar month which begins after the date of death of the
decedent. , :

Paragraph (2) of section 108(a) of the House bill has been amended
by your committce to expand the éxclusions for distributions from
- the corpus of an estate so as to include distributions of “‘closely held
stock,” as well as real property or tangible personal property, owned
by the decedent at the date of his death. Under the amendment
“closely held stock’ is defined as stock in a corporation, carrying on
a trade or business, if (i) 20 percent or more of the voting stock of
the corporation is included in determining the gross estate or (ii) such
corporation had 10 or less sharcholders. In addition, the value (for
Federal estate tax purposes) of such stock must exceed cither 35 per-
cent of the value of the gross estate of the decedent or 50 percent of
the taxable estate. FKor purposes of this second requirement, stock
of two or more corporations, with respeet to cach of which there is
included in determining the value of decedent’s gross estate more than
75 percent in value of the outstanding stock, shall be treated as stock
of a single corporation. For the latter purpose, stock which, at the
decedent’s death, represents the surviving spouse’s interest in prop-
erty held by the decedent and the surviving spouse as community
property is treated as having been included in determining the value
of the gross estate: ‘ :

Your committee has also amended section 663(a) by renumbering
paragraph (3) of the House bill as paragraph (5) and by adding a new
paragraph (3) to make it clear that any amount which is properly
paid during a period of 36 months from the corpus of a decedent’s
estate in full or partial satisfaction of a statutory award or allowance
for the support of the surviving spouse or dependents, for a limited
period during the administration of the estate, is to be excluded from
the operation of the tier system. :

Your committee has also added a new paragraph (4) to sec. 163(a)
which broadens the operation of the exclusionary provisions with
respect to distributions by certain small estates, There was no com-
parable provision in the House bill. Under the amendment, if the
value of the gross estate is $100,000 or less, any amount which is
properly distributed from the corpus of the decedent’s estate within
36 months after the date of death will not be taxable to the beneficiary
by reason of section 662, and, of course, will not be deductible by the
estate under section 661.  Kor this purpose the “gross estate’ 1s de-
fined to mean the gross estate for Federal estate tax purpoeses, except
that there is not to be included in such computation the value of any
property which is includible only by reason of seetion 2035 (relating
to transactions in contemplation of death), section 2036 (relating to
transfers with retained life estate), section 2037 (relating to transfers
taking effect at death), section 2038 (relating to revocable transfers),
seetion 2039 (relating to annuities), section 2040 (relating to joint
interests), section 2041 (relating to powers of appointment), or section
2042(2) (relating to proceeds of life insurance receivable by other
beneficiaries).  For purposes of this provision a payvment shall be
deemed to have been made from corpus to the extent it is properly
charged against corpus and designated as a distribution of  corpus
on the books and records of the estate by the fiduciary. \

\
i
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(i) Denial of double deduction.—Section 108(a) of the House bill
also amends scction 663(a)(3) (redisignated as par. (56) under your
committee’s bill) to broaden its application so as to prevent a dedues
tion under section 661 for an amount distributed to a charitable
beneficiary in a future year, for which a deduction was allowed under
section 642(c) in a prior year as an amount permanently set aside for
a charitable beneficiary. "

(2) Separate share rule (sec. 663(c))

Section 663(c) of present law provides that in the case of frusts
having more than one beneficiary, if such beneficiaries have ‘“sub-
stantially separate and independent shares,” such shares shall be
treated as separate trusts for the purpose of determining the amount
of distributable net income taxable to the respective bencficiaries
under sections 661 and 662. Since the rule does not apply to estates,
distributions to residuary legatees who are only entitled to receive
corpus may be taxed as distributions of income. o

Section 108(b) (1) of the House bill and your committee’s bill amends
section 663(c) to extend the application of the separate share rule to
estates and simple trusts. Your committee believes that this will
eliminate many of the inequities under present law whereby benefi-
ciaries receiving distributions from estates are sometimes subjected to
taxation on amounts in excess of the share of estate income to which
they are entitled.

- (3) Required distribution to another trust (sec. 663(d))

Your committee’s bill, like the House bill, amends section 663 by
adding a new subsection (d) to provide for allocation of items of in-
come and deduction where a new trust is created out of the assets of
an existing trust or trusts in order, for example, to provide for after-
born children. This amendment is complementary to the amend-
ments to section 665(b)(6) and (e), contained in section 110(c) of the

bill.

Section 664. Power in person other than grantor to vest corpus or income
in himself (sec. 109 of ball)

Section 678 provides that a person other than the grantor shall be
treated as the owner of any portion of a trust over which he has a
_power exercisable solely by himself to vest corpus or income in him-
self. 1n certain situations where a person other than the grantor has
a power to withdraw a limited amount of corpus each year and no
withdrawal is made, present law is not clear as to the tax consequences.
Likewise, there is doubt under present law as to the extent to which
a person with such a power is taxable on capital gains realized by the
trust, and what the tax consequences are where a trust provides that
a person other than the grantor may withdraw the income of the
previous year 1 day after the end of the taxable year.

Your committee believes that a holder of such powers should be
‘treated generally as a beneficiary under the ticer system, rather than
as an owner under subpart E. Section 109 of your committee’s bill,
like the House bill, repeals present section 678 and adds a new section
664 to provide for such treatment.

Under section 664 (a) of the House bill, if a person, other than the
grantor, has n-power exercisable solely by himself Lo vest an amount of
corpus or income in himself the amount of income or corpus subject to
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the power (including the amount of income attributable to the corpus)
is considered a distribution under section 651 or 661 (regardless of
whether or not the power is exercised) and may be taxable to the
holder of the power. Under the bill, as amended by your committee,
the provisions of section 664 will apply if a person other than the
grantor has n power exercisable by hamself alone or by himself and one
or more related or subordinate parties to vest an amount of corpus or
income in himself. For example, if a grantor estoblishes a trust for
the benefit of his grandchild and gives his son a power to vest the
corpus or income in himself, but only with the approval of the son’s
wife, the fact that the power is exercisable only with the approval of
the wife will not prevent the provisions of section 664 from applying
(provided that the wife’s approval would not adversely affect a sub-
stantial beneficial interest which she may have in the trust). This
section does not apply if the power is disclaimed or renounced within
a reasonable time after the holder learns of its existence. However,
if dominion and control is retained, he may be subject to subpart K
even though the power has been partially released or modified.

Section 666. Definitions relating to treatment of excess distributions by
trusts (sec. 110 of bill) '

(1) Definitions applicable to subpart D (the throwback rules) (sec.
665)

The throwback rules (secs. 665-668), in general, provide that -in
any year in which a trust distributes amounts in excess of its dis-
tributable net income for the current year, such excess is “thrown
back’ and treated as having been distributed in the most recent of the
last 5 preceding years, and is taxed to the beneficiaries to the extent
that distributable net income for any of the 5 prior years was accumu-
lated. The amounts which would have been includible in gross
income by the beneficiary in the back years if actual distributions had
been made are includible in the income of the beneficiary for the cur-
rent taxable year, but the tax thereon may not exceed the aggregate of
the taxes that would have been payable if the distributions had been
made in the prior years. A refund is denied the trust and a credit is
allowed the beneficiary for the amount of taxes paid by the trust for
the prior years. ,

Section 110(a) of the bill conforms section 665(a) to the proposed
changes in the tier system and in the treatment of charitable con-
tributions,

Section 665(b) makes the throwback provisions inapplicable unless
the accumulation distribution of the current year exceeds $2,000.
Moreover, the definition of “accumulation distribution” excludes
from the operation of the throwback rules the following amounts:

(1) Amounts properly paid or credited to a beneficiary to meet
his emergency needs; . .

(2) Amounts paid or credited as income accumulated for a .
minor;

(3) Amounts required by the terms of a trust, created before

“January 2, 1954, to be paid to a beneficiary upon-attaining a speci-

fied age or ages, provided there are not more than four such dis-
tributions and at least 4 years separate each distribution;

(4) Amounts paid as a final distribution of a trust if the last
transfer to the trust was made more than 9 years before.
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Section 110(b) of the bill makes the exception in section 665(b)(3)
applicable where, under the torms of the trust instrument, o, distribu-
tion to a beneficiary is payable upon a specified date or dates as well
as upon such beneficiary’s attaining a specified age or ages, provided
the other conditions prescribed in the exception are met,

The purpose of the 9-year exception in section 665(b)(4) was to
exclude final distributions of a trust from the throwback rules without, -
however, at the same time encouraging the creation of trusts for the
purpose of accumulating income and making final distributions within
unreasonably short periods. Interpreted literally, a final distribution
in 1958 of accumulated income from $100,000 of corpus originally
transferred to a trust 25 years ago would subject the entire distribu-
tion to the throwback rules if $100 had been added to the trust in
19566. Thus, a small gift from the grantor or any other person might
cause the throwback rules to apply. . ‘

Your committee believes that this inequity can be corrected without
undermining the basic objective of the present exception. Accord-
ingly, section 110(b) of your committee’s bill also amends section-
665(b)(4) so that the throwback rule will apply only to the extent the
final distribution is attributable to property transferred to the trust
within the 9 years preceding such distribution, including the income
attributable to such property. '

Section 110(a) of the House bill conformed section 665(a) to the
proposed changes in the tier system and in the treatment of charitable
contributions. Your committee’s hill modifies section 110(a) of the
House bill.  Under the House bill, charitable deductions specified in
section 661(n)(4) (after reduction by any amount disallowed under
section 681) reduced the amount of undistributed net income for pur-
poses of the throwback rules of section 665. As indicated in the dis-
cussion under section 661, as proposed to be amended by section 106 of
the bill, vour committee’s bill allows amounts paid for one or more of
the purposes specified in section 170(c) as a deduction under section
661(a)(3) (rather than under section 661(2)(4)) and has modified sec-
tion 661(a)(4) in a number of respects. As indicated in that discus-
sion, your committee’s bill limits the deduction under section
661(a)(4), as proposed by the House bhill, to amounts of gross income
for the taxable year which are permanently set aside for one or more of
the purposes described in section 170(¢) or to be used exclusively for
religious, charitable, scientific, ete., purposes.

Your committee does not believe that it is appropriate to reduce
undistributed net income for purposes of the throwback rules of
section 665 by the amounts described in section 6G1(a)(4), as proposed
to be amended by your committee’s bill,  Although such amounts of
gross income.for the taxable year may constitute deductions, subject
- to the limitations of section 661, in determining taxable income of a
trust or estate for such vear such amounts will nevertheless not he
allowed to reduce undistributed net income of that year for purposes of
the throwback rules of section 665. Your committee believes that
such an amendment is necessary to carry out the objective in placing
such amounts in effect in a fourth tier of section 662 (via the exclusion
of such amounts from the first three tiers of seetion 662) to prevent
such amounts from reducing the amount of the distributable net
“income taxable to beneficiaries of amounts specified in any of the
preceding three tiers of seetion 662(a).  Without such an amendment
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to section 665 by your committee’s bill, the described policy of sec-
tion 662 could be thwarted by currently reducing or climinating un-
distributed net income by the amounts permanently set aside or to be
used for charitable purposes and merely delaying to a later vear the
distribution of amounts to noncharitable beneficiaries.
.~ Section 110(b) of the House bill also added two new exceptions
(pars. (5) and (6)) to the throwback rules in section 665(b). Para-
%raph,({)) of section 665(b), as proposed to be amended by the House
ill, excepts from the operation of the throwback rules certain amounts
paid as a final distribution of a trust upon a beneficiary attaining a
specified age if such trust was created by will or was revocable by the
grantor immediately before his death. Your committee believes that
such an exception would further undermine the objective of the
throwback rules and has deleted it from the bill.

Paragraph (6) of section 665(b), as added by the House bill which
has been renumbered as paragraph (5) by your committee’s bill,
excludes from the throwback rules certain amounts required to be
paid or distributed to another trust. It is designed to avoid appli-
cation of the throwback rules where a grantor provides for the ¢reation
of additional trusts out of the assets of an existing trust in order, for
example, to make provision for afterborn children.

Your committee has added in subsection (¢) of section 110 of its
bill the amendment to section 665(c) (relating to taxes imposed on
the trust) that would have been made by section 113(b)(1) of the
House bill (relating to multiple trusts). Your committee, however,
has deleted from the amendment to section 665(c) proposed in section
113(b) (1) of the House hill the reference to multiple trust distributions
since your committee’s bill deletes the multiple trust provisions of
-section 113 of the House bill. - (See discussion under sec. 101 of your
committee’s bill.)

Seetion 110(c) of the House bill adds a new subsection (¢) to section
665 to provide rules for determining the portion of the distributing
trust’s undistributed net income (under sec. 665(a)) and the taxes
imposed on the trust- (under see. 665(c)) which are to be attributed
to the receiving trust under new section 665(b)(6), as proposed to be
amended by the House bill.  Your committee’s bill retains this amend-
ment in section 110(d) of its bill.

(2) Foreign trusts

Your committee has added a new sentence at the end of section
665(b) and new subsections (f) and (g) to section 665 in order to pre-
vent the avoidance of U.S. tax with respect to distributions received

by U.S. citizens and residents from foreign trusts. There was no
comparable provision in the House bill.

The problem avises from the establishment of trusts by a U.S.
grantor or settlor in a foreign country to accumulate the income and,
on termination, to distribute the corpus and accumulated income to
a U.S. beneficiary.  The income derived by the trust (including divi-
dends and capital gains derived from investments in other foreign
countries) can be accumulated free of any U.S. tax. Because of
the exceptions to the throwback rules provided by section 665(b)
(e.g., accumulation during minority or the 9-year rule), when the trust
terminates and distributes the corpus and accumulated income to a
U.S. citizen or resident, such distribution may entirely escape U.S. tax.
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In order to discourage the creation of such foreign trusts for the
purpose of avoiding U.S. tax, your committee has amended section
665(b) to deal with this problem.  Under new subsection (1) a foreign
trust is defined as one created by a citizen or resident of the United
States which is subject to tax under chapter 1 only pursuant to the
provisions of scetion 871, or would, if it had income from sources
within the United States, be subject to tax under such provisions,

Under the amendment the $2,000 limitation specified in section
665(b) and the exceptions to the throwback rule specified in para-
graphs (1) through (5) thercof are made inapplicable to distributions
by foreign trusts to U.S. citizens or residents to the extent such
distributions are deemed to consist of income from foreign sources or
net capital gains from the sale or exchange of capital assets which are
not subject to U.S. tax under section 871. Capital gains of a trust
which is a nonresident alien described in section 871(c) and which are
subject to tax under chapter 1 will not, of course, be regarded as gains
from the sale or exchange of capital